
Why 1.25 Approach? 
__________________________________________________________________________________________________ 
 
Investors who understand the basic of leveraged index investing invariably ask the following question: 

                  If a 1.25 beta strategy is good, isn't a higher beta strategy better? 

The discussion below provides our answer. In short, too much of a good thing is not always a good thing. 

 When considering an investment in a leveraged index fund, investors focus on two things: the characteristics of 
the target index and the "beta" of the fund. The difference between two funds with different betas, a 1.25 beta 
versus a 2.0 beta, for instance, is viewed almost exclusively in terms of the magnification of the market returns, 
meaning that a fund with a higher beta is thought simply to offer greater rewards and greater risks. Typically, 
more conservative investors will choose the fund with the lower beta; investors who are less risk averse may 
choose the higher beta fund. 

 Though investors are correct in assuming that market risk for each fund is different, the difference in beta has 
other significant implications. We believe that, 2.0 beta funds are structurally disadvantaged and will provide 
disappointing results in all but the strongest markets because investors in 2.0 beta portfolios are assuming more 
than increased market risks. Investors should understand the other implications of a 2.0 beta portfolio and 
incorporate that understanding into their risk/reward analysis before investing in such a fund. 

 Leveraging a portfolio permits an investor to exercise "buying" power in excess of that permitted by the use of the 
principal alone. Leverage exaggerates the effect of market movements on principal, increasing the returns of good 
investments and increasing the losses of bad investments. Commentators invariably focus on the primary impact 
of leverage: the risk associated with the additional market exposure of a leveraged portfolio. However, leverage 
has implications independent of increased market exposure. 

UNDERSTANDING LEVERAGE 
Leverage Has A Cost 

 There is a cost to leveraging a portfolio independent of the risk associated with the extra exposure to the relevant 
market. For investors purchasing equities on margin, the cost of the leverage is the interest charge associated with 
the margin loan. In contrast, a mutual fund seeking enhancement typically purchases futures to get the desired 
market exposure. Although they do not have a stated cost like margin loans, futures have a time value associated 
with them. In a flat market, a leveraged portfolio will decline in value as the derivatives decay. The greater the 
degree of leverage in a portfolio, the higher the likelihood of decay on a flat market.  

 A straight index fund does not need to hold any derivatives and does not lose much value in a flat market. (There 
may be some diminution in value due to expenses associated with running the fund and portfolio turnover, if any.) 
A portfolio with a 1.25 beta to the index will typically have futures exposure equal to 30% of the net assets of the 
portfolio or 25% of the total market exposure of the portfolio. As a consequence, such a portfolio should decline 
only slightly in a flat market. A portfolio with a beta of 2.0 to the index, however, requires futures exposure equal 
to at least 125% of the net assets of the portfolio or approximately 65% of the total market exposure of the 
portfolio. Such exposure means that a 2.0 beta portfolio should lose significant value in a flat market. 

Leverage Impacts Compounding 

 The effects of compounding on a leveraged portfolio are different than the effects of compounding on an 
unleveraged portfolio. Most investors recognize that, in a rising market, the compounding associated with a 
leveraged portfolio leads to greater gains; in a declining market, the compounding of a leveraged portfolio may 
lead to larger losses. However, in a flat market with volatility, the compounding of a leveraged portfolio will 



cause the portfolio to under perform an identical unleveraged portfolio. 

 Exhibit 1 indicates a simple fashion the effects of compounding. If a target index gains 10% on one day before 
returning to the original level the next day, a 2.0 beta portfolio will lose 1.8% of its' value while a 1.25 beta 
portfolio will not decline by more than 0.3%. If the index gives back a 20% positive move, compounding will 
cause the 2.0 beta portfolio to lose 6.7% while a 1.25 beta portfolio will not decline more than 1%. (Though the 
numbers are similar, a market that declines and then regains a prior level may cause a diminution in the value of a 
2.0 beta portfolio even greater than that caused by a gain followed by a declining.) 

 The examples on Exhibit 1 were created to illustrate the effects of compounding on a daily basis. In practice, the 
market rarely moves 10% or 20% on a given day. However, in markets with significant volatility, compounding 
will severely diminish the value of highly leveraged portfolios. 

EXHIBIT 1 

  Index Value Index Daily 
Return 

Index 
Cumulative  

Return 
Model NAV  
1.25 Beta 

Model NAV  
2.00 Beta 

Base Case 100.00 N/A N/A $10.00 $10.00 

Day 1 - 10% Gain 110.00 10.00% 10.00% $11.25 $12.00 

Day 2 - Decline to Original Level 100.00 9.09% 0.00% $9.97 $9.82 

Cumulative Return N/A N/A 0.00% -0.2840% -1.8181% 

            

Base Case 100.00 N/A N/A $10.00 $10.00 

Day 1 - 20% Gain 120.00 20.00% 20.00% $12.50 $14.00 

Day 2 - Decline to Original Level 100.00 -16.67% 0.00% $9.97 $9.33 

Cumulative Return N/A N/A 0.00% -1.0416% -6.6670%  
*On a 10% gain followed by a retracement, a 2.0 beta portfolio will lose up to 1.82% simply as a consequence of compounding. 
**On a 20% gain followed by a retracement, a 2.0 beta portfolio will lose up to 6.67% simply as a consequence of compounding.   

 

 Exhibit 2 illustrates the impact of compounding on a leveraged portfolio in a "flat market. For purpose of 
calculation, a "flat" market was defined as a period of 30 trading days where, despite the movements of the index 
within the period, the index closing value on the thirtieth day is within 2%, above or below, the index level on the 
first day. As is indicated by the chart, a 2.0 beta portfolio will lose considerable value in such a market. For 
instance in a flat market with an average volatility of 4%, a 2.0 beta portfolio will most likely finish on average 
3.8% lower than a 1.25 beta portfolio. 

 
 
 
 
 
 
 
 
 
 
 
 



EXHIBIT 2 

 

 Exhibit 3 demonstrates the negative effect of compounding in the real world. As the chart below indicates, a 
theoretical 1.25 beta fund should have gained 0.01% for the 30 day flat market period while a 2.0 beta fund should 
have lost 3.08%. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



EXHIBIT 3 

Date Nasdaq 100 
Index Daily Return Cumulative 

Return 
NAV  

1.25 Beta 
NAV  

2.00 Beta 
7/2/2002 963.66     $10.00 $10.00 

7/3/2002 995.68 3.32% 3.32% $10.42 $10.66 

7/5/2002 1060.89 6.55% 10.09% $11.27 $12.06 

7/8/2002 1014.33 -4.39% 5.26% $10.65 $11.00 

7/9/2002 990.23 -2.38% 2.76% $10.33 $10.48 

7/10/2002 959.05 -3.15% -0.48% $9.93 $9.82 

7/11/2002 998.03 4.06% 3.57% $10.43 $10.62 

7/12/2002 1000.80 0.28% 3.86% $10.47 $10.68 

7/15/2002 1021.02 2.02% 5.95% $10.73 $11.11 

7/16/2002 1011.30 -0.95% 4.94% $10.60 $10.90 

7/17/2002 1028.74 1.72% 6.75% $10.83 $11.27 

7/18/2002 994.61 -3.32% 3.21% $10.38 $10.52 

7/19/2002 965.45 -2.92% 0.19% $10.00 $9.91 

7/22/2002 939.10 -2.73% -2.55% $9.66 $9.37 

7/23/2002 896.82 -4.50% -6.94% $9.66 $8.52 

7/24/2002 951.58 6.11% -1.25% $9.81 $9.56 

7/25/2002 894.45 -6.00% -7.18% $9.08 $8.42 

7/26/2002 910.91 1.84% -5.47% $9.29 $8.73 

7/29/2002 970.13 6.50% 0.67% $10.04 $9.86 

7/30/2002 980.36 1.05% 1.73% $10.17 $10.07 

7/31/2002 962.11 -1.86% -0.16% $9.97 $9.69 

8/1/2002 913.59 -5.04% -5.20% $9.31 $8.72 

8/2/2002 892.51 -2.31% -7.38% $9.04 $8.31 

8/5/2002 857.08 -3.97% -11.06% $8.59 $7.65 

8/6/2002 901.91 5.23% -6.41% $9.15 $8.45 

8/7/2002 919.08 1.90% -4.63% $9.37 $8.78 

8/8/2002 947.24 3.06% -1.70% $9.73 $9.31 

8/9/2002 937.33 -1.05% -2.73% $9.60 $9.12 

8/12/2002 938.98 0.18% -2.56% $9.63 $9.15 

8/13/2002 907.62 -3.34% -5.82% $9.22 $8.54 

8/14/2002 968.84 6.75% 0.57% $10.00 $9.69 

      0.54% 0.01% -3.08%   
 
 
 
 
 



Highly Leveraged Products Create Difficulties for Market Times 

 As noted above, in the attempt to provide a return that is a multiple of a cash index, a leveraged index fund 
necessarily holds equity derivatives, typically futures in addition to equities. Though equity derivatives generally 
move with the equities to which they relate, the performance of derivatives may differ significantly from that of 
the underlying index on a daily basis. A highly leveraged index fund will necessarily have significant exposure to 
derivatives, this exposing the portfolio to daily deviations from the target (in addition to the decay noted above). 
Although used for both speculation and hedging, derivatives appear to be used more for hedging, resulting in a 
negative bias associated with futures. As a consequence, futures typically under perform the cash when the market 
declines, meaning that a leveraged portfolio with significant exposure to derivatives will under perform. For a 
momentum investor purchasing when the market gains and redeeming when the market falls, a highly leveraged 
fund is a poor vehicle for market timing because the daily deviations will negatively impact the investor's return. 

THE POTOMAC FUNDS: UNDERSTANDING LEVERAGE AND VOLATILITY 

 The Potomac Funds developed leveraged indexing as an alternative to active management for long-term investors 
seeking market out performance. Further, because of the way a reasonably leveraged portfolio is managed, the 
funds provide excellent vehicles for market timers, providing predictable results on a day-to-day basis because of 
the preponderance of equities in the portfolio. 

 Potomac believes that a 1.25 beta is the generally optimum beta for leveraged index funds in light of our 
understanding of the effects of leverage on a portfolio and a desire to balance market risk and reward. (Our U.S. 
Plus Fund maintains a 1.5 beta to the S&P 500.) 

 Investors in leveraged index funds should consider the impact of beta on a fund before making an investment. 
This memo has attempted to summarize certain factors that are not well understood by most investors as they 
consider potential investments. We will be happy to answer any questions arising from this memo or regarding 
leveraged indexing generally. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 


